
STATE OF CALIFORNIA 

August 30, 2001

TO INTERESTED PARTIES:

REVIEW OF POSSESSORY INTEREST RULES
PROPERTY TAX RULES 21, 22, 23, 24, 25, 26, AND 28

Letter To Assessors 2000/032 announced a Board project to revise property tax rules relating to
taxable possessory interests. As part of the revision, staff combined Rules 21, 23, 24, 25, and 26
into a single rule, proposed new Rule 21. Rules 22 and 28 remain unchanged. A subsequent
letter, dated September 1, 2000, transmitted staff’s draft of the proposed new rule to interested
parties. Interested parties were asked to provide changes, in the form of alternative text, to the
draft rule.

On April 12, 2001, staff met with interested parties to discuss proposed changes to the draft rule
in an effort to reach agreement on rule language.  Staff and interested parties were unable to
reach agreement regarding the proper definition of "term of possession" contained in subsection
(d) of Rule 21. This item was originally scheduled for consideration at the June 20, 2001 meeting
of the Property Tax Committee (PTC); however, it has been rescheduled and will now be heard
at its meeting on October 24, 2001. (Staff's proposed language, as well as industy's proposed
language, regarding term of possession as presented in issue paper 01-018 for the June PTC is
contained in Attachment 1.)

Since the time of reschedule, industry has submitted revised language for subsection (d) of Rule
21 (see Attachment 2.) The remainder of the text contained in Attachment 2 is what parties
agreed to for the June PTC meeting. Staff has reviewed the revised language and believes it to
represent compromise language worthy of discussion by interested parties. A meeting is
scheduled on September 7, 2001 to begin at 9:30 a.m. in Room 122, Board of Equalization, 450
N Street, Sacramento to discuss this new language.

After the interested parties meeting, it is anticipated that the project will proceed as follows:

•  Staff to submit issue paper and other required material for the Property Tax Committee
meeting by October 10, 2001.

•  The Board’s Property Tax Committee will hear discussion of any unresolved issues at its
October 24, 2001 meeting.
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TO INTERESTED PARTIES August 30, 2001

If you have any questions, please contact Paul Lane at (916) 324-5828; fax: (916) 323-8765;
e-mail: paul.lane@boe.ca.gov. All documents relating to this project are available on the
Board’s Web site (www.boe.ca.gov) and can be accessed by way of the following links: (1)
Property Taxes, (2) Property Tax Committee Work Plans, (3) Property Tax Committee
Work Plans 2001.

Sincerely,

Richard C. Johnson
Deputy Director
Property Taxes Department

RCJ:lt
Enclosure



ATTACHMENT 1
LANGUAGE REGARDING TERM OF POSSESSION (SUBSECTION (d)) AS PRESENTED IN ISSUE PAPER 01-018

August 30, 2001 1

Staff Recommendation
(Contained  in Attachment 1 of Issue Paper 01-018)

Alternative (Cal Tax)
(Proposed to replace text in Attachment 1)

(d) Term of Possession for Valuation Purposes

(1) The term of possession for valuation purposes shall be the stated term of
possession unless there is evidence demonstrating that the reasonably anticipated
term of possession will be shorter or longer than the stated term of possession.
Evidence demonstrating that the reasonably anticipated term of possession is
shorter or longer than the stated term of possession must go beyond the
unsubstantiated expectations of the parties or others.

(2) In determining the reasonably anticipated term of possession, the assessor
shall be guided by the intent of the public owner and the possessor, as well as by
the intent of similarly situated parties, as evidenced by the following criteria:

(A) The sale price of the subject taxable possessory interest and sales prices
of comparable taxable possessory interests.

(B) The rules, policies, and customs of the public owner and of similarly
situated public owners.

(C) The history of the subject taxable possessory interest’s use and the
histories of the uses of comparable taxable possessory interests.

(D) The history of the relationship of the parties to the subject taxable
possessory interest and the histories of the relationships of similarly situated
parties.

(E) The actions of the parties to the subject taxable possessory interest,
including any amounts invested in improvements by the public owner or the
possessor.

(3) If there is no stated term of possession, the term of possession for valuation
purposes shall be the reasonably anticipated term of possession as determined in
accordance with subsection (d)(2).

(d) Term of Possession for Valuation Purposes

(1) The reasonably anticipated term shall be the term of possession for
valuation purposes. The reasonably anticipated term shall be determined
pursuant to subsection (d)(2) if there is a stated term and pursuant to
subsection (d)(3) if there is no stated term.

(2) If there is an enforceable agreement that contains a stated term of
possession, then the reasonably anticipated term shall be the term so stated.

(3) If there is no stated term of possession, the reasonably anticipated term
shall be determined by reference to the intent of the public owner and the
possessor, as well as by the intent of similarly situated parties, as evidenced
by the following criteria:

(A) The sale price of the subject taxable possessory interest and sales
prices of comparable taxable possessory interests.

(B) The rules, policies, and customs of the public owner and of similarly
situated public owners.

(C) The history of the subject taxable possessory interest’s use and the
histories of the uses of comparable taxable possessory interests.

(D) The history of the relationship of the parties to the subject taxable
possessory interest and the histories of the relationships of similarly
situated parties.

(E) The actions of the parties to the subject taxable possessory interest,
including any amounts invested in improvements by the public owner or
the possessor.
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Rule 21. TAXABLE POSSESSORY INTERESTS—VALUATION1
2

Reference: Sections 107 and 107.1, Revenue and Taxation Code3
4

(a) Definitions. For the purposes of this regulation:5
6

(1) “Real property” is defined in rule 20(c)(1).7
8

(2) “Possession” is defined in rule 20(c)(2).9
10

(3) A “right” to the possession of real property includes a “claim to a right” to the possession11
of real property within the meaning of rule 20(c)(3).12

13
(4) “Possessor” is defined in rule 20(c)(4).14

15
(5) The “term of possession” of a taxable possessory interest means the term of possession for16
valuation purposes.17

18
(6) The “stated term of possession” for a taxable possessory interest as of a specific date is the19
remaining period of possession as of that date as specified in the lease, agreement, deed,20
conveyance, permit, or other authorization or instrument that created, extended, or renewed the21
taxable possessory interest, including any option or options to renew or extend the specified22
period of possession if it is reasonable to assume that the option or options will be exercised.23

24
(7) "Contract rent" means any compensation or payments, in cash or its equivalent, that are25
required to be paid or provided by a possessor under an authorization or instrument that creates26
a taxable possessory interest for the rights in real property provided by the taxable possessory27
interest.28

29
(8) "Economic rent" means the estimated amount that would be paid by the possessor, on the30
valuation date in cash or its equivalent, for the rights in real property provided by the taxable31
possessory interest if (i) the rights to possession were offered in an open and competitive32
market and (ii) the public owner’s interest in the property were not exempt or immune from33
taxation. Economic rent does not include payments by the possessor to the public owner that34
are not paid as consideration for rights in real property, such as payments for the rental of35
personal property, for the provision of security services, and for advertising and promotional36
services.37

38
(9) "Creation” means the creation of a taxable possessory interest. Creation includes (i) an39
initial grant or other conveyance of a taxable possessory interest; (ii) a subsequent grant or40
other conveyance of additional land or improvements to a preexisting taxable possessory41
interest; or (iii) a subsequent grant or other conveyance of additional valuable property rights42
or uses to a preexisting taxable possessory interest.43

44
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(10) "Extension or renewal" means the lengthening of the period of possession of a taxable1
possessory interest, such as by the exercise of an option to extend or to renew a lease or2
permit.3

4
(b) Rights to be Valued. Except as provided in subsection (f) or specifically provided otherwise5
by law, the rights to be valued in a taxable possessory interest are all rights in real property held6
by the possessor.7

8
(1) The fair market value of a taxable possessory interest is not diminished by any obligation9
of the possessor to pay rent or to retire debt secured by the taxable possessory interest. In other10
words, the fair market value of a taxable possessory interest is the fair market value of the fee11
simple absolute interest reduced only by the value of the property rights, if any, granted by the12
public owner to other persons and by the value of the property rights retained by the public13
owner (excluding the public owner’s right to receive rent).14

15
(2) Examples of rights in real property that may be granted or retained by the public owner16
include the following: (i) the right to take possession of the property upon the termination of17
the taxable possessory interest due to the occurrence of an event such as the expiration of the18
contract term, a breach of agreement, or the happening of a condition that terminates the19
possessor’s right to possession; (ii) the right to put the property to a higher and better use or20
otherwise restrict the possessor’s use of the property; (iii) the right to terminate possession21
upon notice; (iv) the right to approve a sublessee or assignee; (v) the right to approve a loan22
secured by the taxable possessory interest; and (vi) the right to allow other possessors to use23
the property.24

25
(c) Standard of Value. Assessors shall value a taxable possessory interest consistent with the26
requirements of subsections (a), (d), (e), and (f) of section 110 of the Revenue and Taxation Code.27
A taxable possessory interest subject to article XIII A of the California Constitution shall also be28
valued consistent with the requirements of section 110.1 of the Revenue and Taxation Code.29

30
(d) Term of Possession for Valuation Purposes31

32
(1) The term of possession for valuation purposes shall be the reasonably anticipated term of33
possession. The stated term of possession shall be deemed the reasonably anticipated term of34
possession unless it is demonstrated by clear and convincing evidence that the public owner35
and the private possessor have reached a mutual understanding or agreement such that the36
reasonably anticipated term of possession is shorter or longer than the stated term of37
possession. If so demonstrated, the term of possession shall be the stated term of possession as38
modified by the terms of the mutual understanding or agreement.39

40
(2) If there is no stated term of possession, the reasonably anticipated term of possession shall41
be demonstrated by the intent of the public owner and the private possessor, and by the intent42
of similarly situated parties, using criteria such as the following:43

44
(A) The sale price of the subject taxable possessory interest and sales prices of comparable45
taxable possessory interests.46
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1
(B) The rules, policies, and customs of the public owner and of similarly situated public2
owners.3

4
(C) The customs and practices of the private possessor and of similarly situated private5
possessors.6

7
(D) The history of the relationship of the public owner and the private possessor and the8
histories of the relationships of similarly situated public owners and private possessors.9

10
(E) The actions of the parties to the subject taxable possessory interest, including any11
amounts invested in improvements by the public owner or the private possessor.12

13
(3) For the purposes of this regulation, a taxable possessory interest that runs from month to14
month, a taxable possessory interest without fixed term, or a taxable possessory interest of15
otherwise unspecified duration shall be deemed to be a taxable possessory interest with no16
stated term of possession.17

18
(e) Valuation of Post-De Luz Taxable Possessory Interests. Except as specifically provided19
otherwise by law, and excluding a taxable possessory interest involving the production of gas,20
petroleum, or other hydrocarbons, the value of a taxable possessory interest created, extended, or21
renewed after December 24, 1955 (i.e., a “Post-De Luz” taxable possessory interest) may be22
estimated using one or more of the following methods, as appropriate for the taxable possessory23
interest being valued.24

25
(1) Comparative Sales Approach to Value. In the comparative sales approach, a taxable26
possessory interest is valued using the sale price of the subject taxable possessory interest or27
sales prices of comparable taxable possessory interests, provided such interests shall have sold28
under the conditions of fair market value described in subsection (a) of section 110. A taxable29
possessory interest may be valued by the direct comparison method or the indirect comparison30
method.31

32
(A) Direct Comparison Method33

34
1. In the direct comparison method, the appraiser shall add the following to the sale35

price of the subject taxable possessory interest, or to the sale price of a comparable36
taxable possessory interest, to derive an indicator of the fair market value of the37
subject taxable possessory interest: (i) the present value on the sale date of any38
unpaid future contract rent for the term of possession; (ii) the fair market value on39
the sale date of any debt assumed by the buyer of the taxable possessory interest;40
and (iii) the present value on the sale date of any future costs that the buyer is41
contractually obligated to pay for the right of possession (e.g., the cost of site42
restoration at the end of the term of possession) less the present value on the sale43
date of any future benefits in addition to the right of possession or use that the buyer44
is contractually entitled to receive (e.g., the salvage value of, or reimbursement45
value for, improvements existing at the end of the term of possession). The unpaid46
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future contract rent in (i) above shall be reduced by any expense necessary to1
maintain the income from the taxable possessory interest, including any element of2
“gross outgo” as defined in subsection (c) of rule 8.3

4
2. When valuing a taxable possessory interest by comparison with the sales of other5

taxable possessory interests, the other taxable possessory interests shall be located6
sufficiently near the subject taxable possessory interest and shall be sufficiently7
alike in respect to character, size, situation, usability, zoning or other enforceable8
government restrictions on use (unless rebutted pursuant to subdivision (c) of9
section 402.1 of the Revenue and Taxation Code), and restrictions on possession or10
use contained in the legal authorization or instrument that created extended or11
renewed the taxable possessory interest to make it clear that the comparable taxable12
possessory interests and the subject taxable possessory interest are comparable in13
value and that the cash equivalent price realized for the comparable taxable14
possessory interests may fairly be considered as shedding light on the value of the15
subject taxable possessory interest. The comparable sales also shall be sufficiently16
near in time to the valuation date of the subject taxable possessory interest. “Near in17
time to the valuation date’’ does not include any sale more than 90 days after the18
valuation lien date.19

20
(B) Indirect Comparison Method. In the indirect comparison method, a taxable possessory21
interest is valued by (i) estimating the fair market value on the valuation date of the22
possessor’s rights in real property in the taxable possessory interest as if owned in23
perpetuity (i.e., the value of the fee simple absolute interest in such rights) using sales of24
fee simple absolute interests in properties that are comparable to the subject property as25
prescribed in section 402.5 of the Revenue and Taxation Code and whose highest and best26
use corresponds to, or is comparable with, the permitted use of the subject taxable27
possessory interest; and (ii) reducing this value by both the present value of those property28
rights for the period subsequent to the term of possession (i.e., the value of the fee simple29
absolute interest in such rights at the end of the term of possession) and the present value30
of all other rights of fee simple absolute ownership, if any, that are not provided to the31
possessor.32

33
(2) Cost Approach to Value. In the cost approach, a taxable possessory interest is valued by (i)34
adding the estimated replacement cost new less depreciation of improvements that meet the35
requirements of the possessor’s permitted use to the estimated value of the taxable possessory36
interest in land; and (ii) reducing this amount by the estimated present value of the37
improvements that shall revert to or be retained by the public owner at the end of the term of38
possession.39

40
(A) The replacement cost new less depreciation of the improvements may be estimated as41
prescribed in subsections (d) and (e) of rule 6. The estimated value of the taxable42
possessory interest in land may be estimated using the comparative sales approach (direct43
or indirect method) or the income approach (direct or indirect method), as prescribed in44
subsections (e)(1) and (e)(3).45

46
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(B) If a possessor’s property use is limited to specified time periods (e.g., certain hours of1
the day or certain days of the week) or is shared with other possessors, the value2
determined by the cost approach shall be reasonably allocated to each possessor in a3
manner that reflects each possessor’s proportionate value of the right to possession.4

5
(3) Income Approach to Value. In the income approach, a taxable possessory interest is valued6
by discounting the future net income that the interest in real property is capable of producing.7
A taxable possessory interest may be valued using the direct income method or the indirect8
income method.9

10
(A) Direct Income Method. In the direct income method, a taxable possessory interest is11
valued by capitalizing the future net income that the taxable possessory interest is capable12
of producing under typical, prudent management for the term of possession.13

14
(B) Indirect Income Method. In the indirect income method, a taxable possessory interest15
is valued by (i) estimating the fair market value of the possessor’s rights on the valuation16
date as if owned in perpetuity (i.e., the value of the fee simple absolute interest in such17
rights) using the income approach to value as prescribed in rule 8; and (ii) reducing this18
value by the present value of the those rights for the period subsequent to the term of19
possession (i.e., the present value of the value of the fee simple interest in such rights at the20
end of the term of possession).21

22
(C) Income to be Capitalized. The income to be capitalized in the valuation of a taxable23
possessory interest is the “net return” (as defined in subsection (c) of rule 8) attributable to24
the taxable possessory interest. The income to be capitalized may be based on either (i) the25
estimated economic rent for the subject taxable possessory interest or (ii) if the estimated26
economic rent is unreliable or unavailable, the estimated net operating income of a typical,27
prudent operator of the property subject to the taxable possessory interest. Rental income is28
preferable to operating income (i.e., income from operating a business) because operating29
income may be influenced by managerial skills and may derive, in part, from nontaxable30
property. The income to be capitalized must be attributable to the rights in real property in31
the subject taxable possessory interest and must reflect the restrictions on use inherent in32
the subject taxable possessory interest.33

34
1. Economic rent35

36
a. The economic rent of the subject taxable possessory interest may be estimated by37
reference to (i) the contract rent for the subject taxable possessory interest; (ii)38
contract rents for comparable taxable possessory interests; (iii) contract rents for39
comparable fee simple absolute interests in real property; or (iv) contract rents for40
other comparable interests in real property. All such contract rents shall have been41
negotiated in an open and competitive market involving real property reasonably42
comparable to the subject taxable possessory interest in terms of physical attributes,43
location, legally enforceable restrictions on the property’s use, term of possession,44
and risk of cancellation of the taxable possessory interest by public owner. In45
addition, the contract rents shall have been negotiated sufficiently near in time to46
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the valuation date as to shed light on the economic rent of the subject taxable1
possessory interest.2

3
b. When using the contract rent of a taxable possessory interest as an indicator of4
the economic rent, the assessor shall add to the contract rent (i) an estimate of the5
amount, if any, by which the contract rent has been reduced because improvements6
have been constructed at the possessor’s expense that will revert to the public7
owner at the end of the term of possession; and (ii) an estimate of the amount, if8
any, by which the contract rent has been reduced because the possessor will bear9
the cost of restoring the real property to its original condition on reversion to the10
public owner, including the cost of removing improvements (less any estimated11
salvage value of, or reimbursement value for, the improvements), or the cost of any12
similar obligation.13

14
c. To arrive at the income to be capitalized, any expense necessary to maintain the15
income from the subject taxable possessory interest, including any element of16
“gross outgo” as defined in subsection (c) of rule 8, whether paid by the public17
owner or the possessor, must be deducted from the estimated economic rent if the18
expense will be paid out of the estimated economic rent.19

20
2. Net Operating Income21

22
a. Net operating income is gross operating income less allowed expenses. Gross23
operating income, allowed expenses, and net operating income are defined herein24
consistent with “gross return,” “gross outgo,” and “net return,” respectively, in25
subsection (c) of rule 8.26

27
b. When valuing a taxable possessory interest using operating income, allowed28
expenses include the following: cost of goods sold (if applicable), typical operating29
expenses, typical management expense, an allowance for a return on working30
capital, and an allowance for a return on the value of any nontaxable property that31
contributes to the gross operating income. Typical operating expenses may include32
expenses for the rental of personal property, for the provision of security services,33
and for advertising and promotional services, provided such expenses are necessary34
for the production of the gross income. Typical operating expenses and typical35
management expense include expenses that an owner/operator typically would bear36
to maintain the property and to continue the production of income from the37
property but are borne by the public owner in the case of the subject taxable38
possessory interest.39

40
c. Allowed expenses do not include the following: amortization, depreciation,41
depletion charges, debt retirement, interest on funds invested in the taxable42
possessory interest, the contract rent for the taxable possessory interest, property43
taxes on the taxable possessory interest, income taxes, or state franchise taxes44
measured by income.45

46
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(D) Capitalization Rate. Subsection (g) of rule 8 provides that a capitalization rate may be1
developed by either comparing the anticipated net incomes of recently sold comparable2
properties with their sales prices, or by deriving a weighted average of the capitalization3
rates (rates of return) for debt and equity capital appropriate to California money markets.4
In accordance with rule 8, the capitalization rate used in the valuation of a taxable5
possessory interest may be developed by (i) comparing the anticipated net incomes from6
comparable taxable possessory interests with their sales prices stated in cash or its7
equivalent and adjusted as described in subsection (e)(1)(A); (ii) comparing the anticipated8
net incomes of comparable fee simple absolute interests in real property with their sales9
prices stated in cash or its equivalent, provided the comparable fee properties are not10
expected to produce significantly higher net incomes subsequent to the subject taxable11
possessory interest’s term of possession than during it; or (iii) by deriving a weighted12
average of the capitalization rates for debt and equity capital appropriate for the subject13
taxable possessory interest, weighting the separate rates of debt and equity by the relative14
amounts of debt and equity capital expected to be used by a typical purchaser of the subject15
taxable possessory interest. Consistent with subsection (f) of rule 8, the capitalization rate16
shall contain a component for property taxes where applicable17

18
(f) Valuation of Pre-De Luz Taxable Possessory Interests. Except as specifically provided19
otherwise by law, and excluding a taxable possessory interest involving the production of gas,20
petroleum, or other hydrocarbons, the value of a taxable possessory interest created prior to21
December 24, 1955, and not since renewed or extended (i.e., a “Pre-De Luz” taxable possessory22
interest) is the excess of the fair market value on the valuation date of the taxable possessory23
interest over the present value of unpaid future contract rent for the unexpired term of possession24
(i.e., for the term of possession). This value may be estimated using one or more of the following25
methods, as appropriate for the taxable possessory interest being valued.26

27
(1) Comparative Sales Approach to Value. A Pre-De Luz taxable possessory interest may be28
valued by the comparative sales approach using the direct comparison method or the indirect29
comparison method, as described in subsection (e)(1), but with the following modifications:30

31
(A) Direct Comparison Method. In the direct comparison method, the present value of the32
unpaid future contract rent is not added to the sale price of the taxable possessory interest.33

34
(B) Indirect Comparison Method. In the indirect comparison method, the value of the35
possessor’s rights as if owned in fee is reduced by the present value of the unpaid future36
contract rent of the taxable possessory interest, as well as by the value of those property37
rights for the period subsequent to the term of possession.38

39
(2) Cost Approach to Value. A Pre-De Luz taxable possessory interest may be valued by the40
cost approach as described in subsection (e)(2), but the present value of any unpaid future41
contract rent of the taxable possessory interest in land for the term of possession is also42
deducted.43

44
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(3) Income Approach to Value. A Pre-De Luz taxable possessory interest may be valued by the1
income approach using the direct income method or the indirect income method, as described2
in subsection (e)(3), but with the following modifications:3

4
(A) Direct Income Method. In the direct income method, the net income to be capitalized5
is reduced by the unpaid future contract rent for the term of possession, as well as by6
allowed expenses.7

8
(B) Indirect Income Method. In the indirect income method, the present value of the9
unpaid future contract rent for the term of possession is deducted from the value of the fee10
interest, as well as the deduction of the present value of the property rights for the period11
subsequent to the term of possession.12
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